LIPPLGCTT LISRARY 


STATEMENTS ON ACCOUNTING PRACTICE 
No. 3 


ACCOUNTING 





ACCOUNTING 
FOR HIRE PURCHASE 
TRANSACTIONS 





1958 
WSTRALIAN SOCIETY OF ACCOUNTANTS 


Supplement to “The |Australian Accountant’, December, 1958. 
—— = 








Re vie 


mmi 
iety 
















AUSTRALIAN SOCIETY OF ACCOUNTANTS 





ACCOUNTING 
FOR HIRE PURCHASE 
TRANSACTIONS 


Prepared by a Research Committee 
appointed by the Victorian Council of 
the Australian Society of Accountants, 
and published with the approval of the 
Central Research Committee. 


MEMBERS OF COMMITTEE 


R. E. MASKELL, 
Chairman 
L. R. McBEATH P. J. SALMON 
H. G. Dixon W. J. STEWART 
V. L. GOLE 





& views expressed are those of the Hire Purchase Accounting Research 

mmittee and do not purport to represent the views of the Australian 

iety of Accountants, the Central Research Committee, or the Council of 
the Victorian Division. 


December, 1958 3 





“The Australian Accountant’, 





ment to 


ACKNOWLEDGMENTS 


The Committee wishes to acknowledge the valuable assistance rendere 
by H. W. Slater (formerly Editor and Research Officer) and K. : 
Middleton (present Research Officer) in the collation of information an 
the compilation of this Statement. H. W. Harris was an active member 6 
the Committee until he left Melbourne. The Committee is grateful for t 
helpful comments and criticisms received from members of other Division 
as well as members of the Victorian Divisional Research Committee, wh 
examined the statement in its later stages. The Committee also appreciatd 
the staff assistance given by the State Registrar, J. A. K. Wicks. 


Supplement to The Australian Accountant’, 











rendere 

K. Al 
ion a 
mber 4 
| for t 
iViSION 
ee, wh 
yreciate 


sber, 195 , 
oer. plement to 


“The Australian Accountant’’, December, 1958 5 








FOREWORD 




















HIS study was undertaken with the approval of the 
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INTRODUCTION 


HE remarkable growth in hire purchase trading over recent years has 
drawn attention to the related accounting problems and resulted in the 
formation of this Committee. 


Differences between theory and practice in accounting for hire purchase 
led to the Committee’s pre-occupation with the problem of profit determina- 
tion, and it became our objective to determine the lines along which theory 
and practice might converge. 

Concentration on the problem of profit determination has precluded any 
serious consideration of the management accounting problems peculiar to 
hire purchase, although the Committee felt that these problems have not, in 
the past, received sufficient attention. We have, however, in Appendices 2 
and 3, provided illustrations of some techniques designed to facilitate control. 
These are not necessarily recommended. 


In order to provide a background to the accounting study we have 
introduced, in Part 1, some historical and legal aspects. We were not greatly 
concerned with the many variations in State Acts; our interest was rather 
in the features which distinguish hire purchase from other forms of trading. 
Variations in State laws do give rise to minor differences in accounting 
procedure, and these effects are illustrated in Appendix 5. In this way, we 
have kept the main study free of matters which have more of a loca] or 
specialised interest, and which are of a changing character. 

It was not regarded as part of our function to consider the important 
economic and social effects of hire purchase and its rapid growth. 


R. E. MASKELL, 
Chairman. 
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PART 1 





RIGINS, DEVELOPMENT AND LEGAL BACKGROUND 
OF HIRE PURCHASE 


HE provision of credit facilities is one of the services that competing 
firms have been forced to provide in their efforts to increase turnover. 
ystems of instalment credit have gradually extended into the field of con- 
mer goods, especially as more expensive merchandise has become a feature 
{improved living standards. 

The system of hire and purchase, or as it is better known “hire purchase”, 
weived a great impetus from the development of the motor car and radio 
etween the two world wars, and more recently, from the widespread use in 
i home of refrigerators, television and other appliances. In turn, the method 
{hire purchase encouraged the development of the industries concerned. 


It is not surprising to find that consumer credit debt per head of popula- 
on is highest in U.S.A. where it is estimated to be double that of the next 
ighest country. Evidence suggests that in this regard Australia is well to the 
bre among the other countries. 

The growth of hire purchase trading in Australia over the past few years 
s indicated by the following figures extracted from the Commonwealth 
atistician’s Monthly Review of Business Statistics, July, 1958. 






































Number of Interim Balances Outstanding on 
Hire Average Retail Hire Purchase . 
Period Purchase Amount Price 
Agreements Financed Index* 
Monthly per 1952-3 As at £000,000 
Average. Agreement = 100 
1953-4 — — 100.9 June 1954 132 
1954-5 78284 £166 101.4 » ees 182 
1955-6 84217 173 106.4 » 1956 212 
1956-7 85741 183 117.8 » seat 236 
1957-8 99722 196 120.2 . ae 293 
*Excluding food, clothing, drapery and rent. 
The above figures relate to finance companies only. Official figures are 


it available for the hire purchase outstandings of retailers carrying their 
wn finance. However, in 1954, the Commonwealth Statistician issued figures 
mich showed that outstandings carried by retailers equalled approximately 
™% of the hire purchase debt of the finance companies. It seems to be 
@rerally accepted that, since that date, the proportion has fallen. To arrive 
# the total hire purchase debt therefore it would now be necessary to add 
45% to the amount outstanding for finance companies. Thus the total debt 
# the end of June 1958 would be in the vicinity of £337 million. 
Until the beginning of this century a common form of extended credit 
' time-payment was what was termed—when looked at from the buyer’s 
hint of view—“instalment purchase”. 
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Instalment purchase is the system whereby possession and ownership 
of the goods pass to the buyer on completion of the sales contract and pay. 
ment of the deposit. The buyer, who is immediately free to dispose of the 
goods, becomes a debtor for the balance of the purchase price and liquidates 
his debt by payment of instalments over an agreed period. 


This method of finance has definite drawbacks from the seller’s point of 
view. He has to be sure that his customer is credit worthy. Failure by the 
buyer to keep up his payments often involves court action followed by enforce. 
ment proceedings of a distraint or garnishee nature. Such proceedings are 
inconvenient to both parties and tend to be unpopular and damaging to the 
reputation and goodwill of a firm. 

Whilst instalment purchase continues to expand in an increasing variety 
of forms, an improved legal arrangement has been devised which applies par- 
ticularly to the sale of durable goods. This is known as “hire purchase”. 


It is an arrangement whereby the prospective buyer hires the goods from 
the seller with an option to purchase the goods upon payment of the final 
instalment. 

By this means the property in the goods remains with the seller, thus 
removing from the buyer the right to dispose of the goods before the full 
purchase price has been paid. The seller is left with the right to repossess his 
goods upon default in payment or upon breach of any terms of the contract 
by the hirer or would-be-buyer. Under the terms of the contract, the seller 
has this right without the need for legal proceedings. The right of repossession 
is only worthwhile in the case of durable goods which retain a reasonable 
value over the life of the contract. 

In England, hire purchase agreements in the legal sense date from 1895. 
At that time two fundamental decisions established the hire purchase system 
as a convenient and safe method by which goods could be handed over to 
those people who could not, or would not, pay the cash price in full. 


The first decision was McEntire v. Crossley (1895) AC457, where it 
was held that a hire purchase agreement which contained a provision that 
the property in the goods did not pass to the purchaser until payment in full 
was not a bill of sale void for non-registration under the English Bills of Sale 
Acts. 

During the same year, the more important decision in Helby v. Matthews 
(1895) AC471 was given to the effect that the true form of hire purchase 
agreement was held not to constitute an agreement to buy under the Sale of 
Goods Act, 1893. This decision was given on the ground that the purchaser 
had the right to determine the hiring by returning the goods without incurring 
any further liability. 

In 1938, an Act “to amend the law with respect to the hire purchase 
sale upon credit of goods and the law of distress in its relation thereto” was 
passed in Great Britain. 


This Act replaced the hire purchase provisions of the Law of Distress 
Act, 1908 and of the Sale of Goods Act, 1893. It post-dates the Victorian 
Act of 1936, the Queensland Act, 1933, the South and Western Australian 
Acts of 1931, and also the Interest Reduction Act (N.S.W.) of 1931. 


This last-mentioned Act did not give a definition of “Hire Purchase 
Agreement” but Section 15 apparently applied to any instrument whereby 
“it is expressed that any person lets any chattel to any other person at a rem 
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to be paid by instalments upon the terms that the property in the chattels shall 
pass to the other person upon payment of the instalments, but not otherwise”. 


The first “Hire-purchase Act” in N.S.W. bearing such a title was enacted 
as late as 1941. 


Since hire purchase is a matter under the control of each State it is not 
surprising to find considerable variations in detail as between the several Acts. 
Nevertheless there are basic features common to all the Acts. 


The terms “vendor” and “purchaser” are used hereafter instead of the 
terms “owner” and “hirer”, since these are the terms used in the latest 
Acts. 


ESSENTIAL FEATURES OF HIRE PURCHASE CONTRACTS 


Despite variations in State laws it is possible to distinguish four basic 
features which are common to all hire purchase transactions. They are: 


A hiring at a fixed or arranged periodical rental. 


The purchaser may determine the agreement before completing all 
the instalments or may exercise the option to purchase at any time. 


The property does not pass until all instalments are paid. 
The vendor may repossess the goods in certain cases. 


These features are aptly described in the findings of the Board of Inquiry 
into Hire Purchase and Cash Order Systems (1941)' as follows: — 


Para. 22. “A hire purchase agreement covers a transaction in which the 
purchaser obtains immediate possession of the goods he wants to buy from a 
vendor in consideration of an undertaking to make a series of payments of 
stated amounts on specified dates in the future. The purchaser does not 
become the owner of the goods when he enters into possession, but only when 
the entire transaction is fulfilled. In the interval, he is known as the ‘hirer’. 
The owner, meantime, is the vendor or the finance company which may have 


taken over the transaction from the vendor. 


Para. 23. “No loan of money is involved in hire purchase transactions and 
the hirer usually has the option of completing the agreement and becoming 
the owner at any time during the currency of the agreement, by paying all 
the balance of the hire, sometimes, but not always, with some rebate of 
charges. 

Para. 26. “Under a hire purchase contract the customer pays a deposit against 
the cash price of the goods. To the remaining balance is added the insurance 
premium if this is paid by the ‘vendor’ of the goods, and to the sum of these 
two amounts is added the finance charges, usually a flat percentage varying 
with the length of term covered by the instalments. The total thus ascertained 
is divided into instalments, usually equa! instalments, spread over a given 
period, which in many cases are covered by promissory notes? on which the 
actual collections are made. 





1, Report on Hire Purchase, Board of Inquiry ¢.ppointed to inquire into Hire Purchase 
and Cash Order Systems (Commonwealth Government Printer, Canberra, 1941). 


2. It should be noted that the use of promissory n s has been very largely dis- 
continued. There is a growing tendency to use bank orders. 
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Para. 27. “These instalments together with the original deposit constitute 
the hire of the goods and whilst they are being paid the ‘vendor’ remains the 
owner of the goods with rights of repossession if the hirer defaults. On pay- 
ment in full of all instalments of hire, and usually on the fulfilment of a 
purely nominal condition, the hirer becomes the owner of the goods. 


Para. 31. “Contracts usually provide that the hirer may return the goods 
at any time after a certain amount of purchase money has been paid; and the 
owner (the dealer or finance company concerned) may repossess the goods 
in the event of default by the hirer.” 


There are two basic types of hire purchase transactions, i.€., 
1. Hire purchase transactions financed by retailers. 
2. Hire purchase transactions financed by finance companies or banks. 


HIRE PURCHASE TRANSACTIONS FINANCED BY RETAILERS 


Many retailers provide hire purchase facilities. Such finance is an adjunct 
to merchandising, enabling increase of turnover beyond that possible if 
trading is restricted to a purely cash basis. Further, the continual attendance 
at the retail store by the purchaser to pay instalments creates store traffic and 
sales potential. Compared with finance companies most retailers give larger 
rebates for early settlement of hire purchase accounts. This policy, while 
forgoing part of the potential financing profit, creates liquid funds to facilitate 
the retailer’s primary and most profitable function—merchandising. In addi- 
tion it creates goodwill leading to repeat purchases by satisfied customers. 


HIRE PURCHASE TRANSACTIONS FINANCED BY FINANCE 
COMPANIES AND BANKS 


There are now several hundred hire purchase finance companies in 
Australia, of which approximately 57 are listed on the various Stock 
Exchanges. An outstanding feature of hire purchase financing in recent years 
has been the investment by the private trading banks in such companies (See 
details in Appendix 8). Each of the seven major private trading banks now 


has an interest in a finance company. The Commonwealth Bank also engages 


in hire purchase financing through its Industrial Finance Department. 


For the year ended June 1958, 67% of the finance provided by finance! 


companies was for such items as motor vehicles and tractors whilst 29% 


was for household and personal goods such as refrigerators, furniture and| 


radio, the remaining 4% being for equipment (including farm machinery 
and business equipment. )® 


Dealer Relationships 


Where retailers do not finance their own sales they arrange for this 
function to be performed by a finance company. In common parlance such 
retailers are referred to as dealers. In order to be able to enter into a hire 





3. Derived from figures contained in Monthly Review of Business Statistics, July] 
1958, published by the Commonwealth Bureau of Census and Statistics. 
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purchase agreement with the customer it is first necessary for the finance 
company to become the owner of the goods. Therefore the finance company 
purchases the goods from the dealer for the cash price. 


The disadvantage of this arrangement is that it puts the finance company 
in a rather vulnerable position when financing an unscrupulous dealer. To 
wercome this, finance companies usually require their dealers to sign a 
iealer’s agreement, governing the conditions under which they operate. The 
types of dealer’s agreement are: 


1. (a) Full Guarantee (or Full Recourse). Under this type of agree- 
ment the dealer is responsible for any default by the purchaser 
they have introduced. 


(b) Full Guarantee with the Necessity to Establish a Reserve Fund. 
Usually this carries the same responsibilities as 1.(a) but out of 
each contract an amount is deducted and held in reserve on behalf 
of the dealer to meet his possible liability under the guarantee. 
Generally, deductions from contracts cease when the reserve has 
reached an amount considered sufficient to cover the dealer’s 
estimated contingent liability. 


fo practice there are numerous variations of these two main types. 


2. Limited Guarantee. This is similar to 1(b) but the dealer’s 
liability is limited to a stipulated amount or to the extent of the 
reserve fund. 


2. Non-Recourse. Under this type the dealer has no responsibility 
for default by any introduced hirers. In some cases, usually 
depending on the type of article financed, the dealer is charged a 
non-recourse fee which is usually between 212% and 5% of the 
price of the goods. 


4. Repurchase Plan. Under this plan the dealer undertakes to re- 
purchase the goods from the finance company for the outstanding 
balance of the account at the date of repossession. It is not 
uncommon for a dealer to be required to establish a reserve fund 
under this plan. 





It is usual for the dealer to collect the customer’s deposit and have him 
ign an offer to hire. This is sent to the finance company which satisfies itself 
% to the customer’s credit standing before accepting the hire purchase offer. 
At this stage the finance company prepares its own internal record of the 
tansaction and informs the purchaser and the dealer that the offer has been 
«cepted. 


;, July j 
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PART 2 






ACCOUNTING FOR HIRE PURCHASE TRANSACTIONS 
IN THE BOOKS OF THE VENDOR 






































ch 
A distinction has been made between (a) Instalment Purchase and (b) @ W: 
Hire Purchase. fre 


It was shown that in the case of instalment purchase the sale takes place 
on payment of the deposit. Ownership passes to the purchaser at that time. § % 


With hire purchase the sale is not legally effected until payment of the 
final instalment at which point the purchaser normally exercises his cption to 
purchase. - 


However, the firms examined completely ignored this legal distinction 
in their basic accounting records. They treated hire purchase in the same 
manner as instalment purchase, i.e., as an immediate sale with the price pay- 
able by instalments. Therefore the asset resulting from hire purchase trans- 
actions appears as “Hire Purchase Debtors”, rather than as “Stock in the 
Hands of Hirers”. Whilst the description of the asset may be legally incorrect,’ 
we are of the opinion that the procedure generally adopted is better suited 
to the accounting problem of profit determination. 


The reasons for this opinion are given in Part 3, “Determination of 
Profit”. However, a brief summary of this view is also desirable at this point, 
in justification of the methods illustrated. Briefly we believe that E 





if profit is defined as the excess of revenue earned in an accounting 
period over the costs and expenses incurred in earning that revenue, then 
the revenue represented by the cash price of a hire purchase transaction 
Should be “matched” against the costs and expenses of obtaining that 
revenue. Most of these costs, which could be described as merchandise 
costs, terminate at the time of the transfer of possession of the goods. 
The merchandising cycle is just as complete on the signing of a hire 
purchase agreement, as it is in the making of any other credit sale. @ — 
Therefore the cash price should be treated as revenue in the period in r 
which the agreement is signed in order to match it against the costs and M 
expenses incurred in making the “sale’’. 


ACCOUNTING FOR NORMAL HIRE PURCHASE TRANSACTIONS 


hit 

The following illustrations show the method of accounting appropriate 
to normal transactions where the purchaser, in due course, exercises his option @ 
to purchase. Repossessions, in relation to the total volume of hire purchase 


transactions, are not numerous. Because of variations in State laws, methods 
of accounting for repossessions are dealt with as a separate problem later. 


on 





‘ . o-= . . » af 
4. This problem does not exist in U.S.A. where conditional sale is used in place ol 
hire purchase. 
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Ilustration No. 1 
Basic accounting treatment of a hire purchase transaction, as recorded 
in the books of a retailer financing his own hire purchase. 
Cash price oP £38 0 
Hiring charges 3 1 6 


Total price Ay Pe ~ £41 17 6 


The amount is payable in instalments—an initial payment of £5/17/6 
and the balance at the rate of £2 per month over 18 months. The hiring 
charge—£3/12/6—is to cover interest, collection and administration costs. 
With higher priced merchandise the amount of the insurance premium is 
frequently disclosed. 

It is customary, and in at least one case statutory,® to grant some discount 
or rebate of these hiring charges when the payment of the total amount is 
effected in less than the agreed period. This is illustrated below. 


Sales 





1957 
Feb. 1 Hire purchase debtor 
(1) £38 35 


Hiring Charges 





1957 
Feb. | Hire purchase debtor 
(1) 


Hire Purchase Debtor 





1957 1957 
Feb. 1 Sales and Feb. 1 Cash (2) 
charges (1) 3 Mar.1 ,, (2) 
Apr.1 ,, (2) 
May! ,, (2) 
May 31 ,, (2) 
Rebate (3) 


> 


tN 
NNANNMWN 


tae) 
4. 


£41 17 6 


Rebate of Hiring Charges 





1957 
May 31 Hire purchase debtor 
(3) £2 16 0 





__ In the profit and loss statement the rebates may be offset against the 
hiring charges. 

In the above illustration the primary aim has been to present the basic 
accounting entries. No attempt has been made to describe techniques which 
can justifiably differ in practice because of differences in the volume of hire 





5. In Queensland under S.4 of the Moneylenders Act 1916/1946. Similar provisions 
are in a Bill (Hire-Purchase Act, 1958) at present (27 November) under con- 
sideration in the Victorian Parliament. There are indications that this Bill might 
be deferred. However, references to the Bill in following pages have been retained. 
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purchase transactions, and in the size and complexity of an organisation. A 
few interesting techniques or short cuts are shown in Appendices 2 and 3. 


As the collection of instalments at their due date is essential to the 
success of all finance operations, any accounting procedure for hire purchase 
must be designed to facilitate arrears control. One such method of arrears 
control is illustrated in Appendix 2. 


When a customer makes an additional purchase before he has completed 
payments under the original agreement many firms prepare a separate con- 
tract and ledger card for the same customer. But some firms find it more 
convenient to add an additional purchase to the existing ledger account, and 
draw up a new hire purchase agreement to cover the account as consolidated. 
(See Appendix 4.) 


Illustration No. 2. 


Basic accounting treatment of a hire purchase transaction where finance 
is provided by a finance company. 


Using the same figures as in the previous illustration it is necessary to 
show the entries in the books of the dealer and the books of the finance 
company. 

For the dealer the entries would be as folows:— 


Sales 





Finance Co. 24, £38 5 0 


Finance Company 








Sales ee Deposit ex customer £5 17 6 
Cash ex Finance Co. .... ... 30 7 6 

Retention fees .... .... « 2» ao 

£38 5 O £38 5 0 


Retention Fees 





Finance Co. ae SO, 





Frequently, as in the above illustration, the finance company holds a 
amount back as a retention fee. In such a case it is preferable to transfer the 
amount withheld to a “Retention Fee Account” rather than to leave it as a 
outstanding balance on the finance company’s account. 





6. This practice may be discouraged by the implications of the new stamp duty tat 
on hire purchase transactions in some States. Care must be exercised also to 
ensure that use of the method does mt infringe statutory requirements. 
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For the finance company the entries would be as follows: — 

























Dealer’s Current Account 



































to the 
urchase # Deposit (retained by dealer) Purchases (1) £38 5 O 
(2) ; £5 17 6 
arreals @ Cash (3) = + 
Dealer’s reserve (6) 20 0 
npleted £38 5 0 £38 5 O 
te con- 
it More Dealer's Reserve Account 
nt, and 
idated.* | Dear (6) £2 0 0 
Hire Purchase Debtor 
finance § Goods and hiring charges Deposit (2) £517 6 
(1) £41 17 6 Cash (4) - @ © 
*” (4) 20 0 
” (4) 2 0 0 
Sary to ss (4) 27 4 0 
finance Rebate (5) 216 0 
£41 17 6 £41 17 6 
Hiring Charges 
; 30 Hire purchase debtor (1) £3 12 6 
Rebate of Hiring Charges 
5 17 6@ Hire purchase debtor (5) £2 16 0 
) 7 6 ose 
2 0 0 . . . . 
— It is sometimes found convenient to file the hire purchase debtors ledger 
3 5 0B cards according to dealers and to group the dealers by territories or types of 
merchandise. It is in terms of these groups that the control accounts operate. 
Such a grouping makes it easy to find the amount outstanding in relation to a 
possible credit limit and the reserves standing to the credit of each dealer. 
ACCOUNTING FOR REPOSSESSIONS 
Ids Whilst the right of the vendor to repossess in the event of a breach or a 
tor default by the purchaser is common to all States, there are variations between 
: . States as to the procedure after repossession. 
as 
The purpose behind the provisions in each Act is to prevent a vendor 
being better off financially after repossessing the goods than he would have 


been if the purchase price had been paid in accordance with the terms of the 
uty > @ ereement. However, the onus on the vendor to notify and account to the 
purchaser varies considerably between the States. 


wr, 1958. 
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sion which affect the accounting treatment are as follows:— 





















1. The repossessed goods would either be resold or taken into stock at 
valuation. 


N 


A rebate of the unexpired portions of the hiring charges, insurance 
and maintenance may or shall’ be allowed to the purchaser. 


3. There may be costs of repossession. 


The manner in which these features would be recorded is illustrated 
below using as a basis figures in the previous illustration. 


Hire Purchase Debtor 








Sales and hiring charges £41 17 6 Cash £5 17 6 
7 2 0 0 
200 
‘i 200 

Balance at date of reposses- 
sion c/d ; 30 0 0 
£41 17 6 £41 17 6 
Balance b/d eee cas ee Unexpired hiring charges 2 16 0 
Cost of repossession ». es Sale (or valuation) 28 0 0 
Balance c/d 1 40 
£32 0 O £32 0 0 

Balance b/d Hu aoe ee a 


The balance, £1/4/0 represents the amount due by the purchaser which, 
if irrecoverable, would be written off as a bad debt. If a credit balance 
resulted then it would represent an amount due to the purchaser. Appendix 
5 summarises the relevant legal provisions in each State and their effect on the 
accounting entries. 





7. The Victorian Hire Purchase Bill makes such a rebate mandatory. 
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Accounting for repossession is thus affected by the different procedures 
which have to be followed under State laws. The salient features of reposses- 
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DETERMINATION OF PROFIT 


A fundamental accounting problem associated with hire purchase finance 
trated @ is the determination of profit, which may be derived from two sources, i.e. 
trading activities or finance operations. 


PROFIT FROM TRADING ACTIVITIES 


Gross profit on trading arises in the case of a vendor financing his own 

: hire purchase transactions. This is to be distinguished from the additional 

0 @ profit arising from hiring charges. 

0 Commercial practice is to treat the time of acceptance of the offer to 
0 0 @ hire as the point of sale, and consequently the point at which gross profit is 

—— § brought into account. 

It was pointed out that commercial practice ignores the legal position in 

16 0 two respects. 

00 1. From a legal point of view no sale occurs until payment of the final 

hiring charge. It is the final payment which carries the option to 

0 0 purchase. 

Legally the vendor’s asset is “Stock in the Hands of Purchasers (or 

Hirers)” not “Hire Purchase Debtors”. 


nN 

















—_ From the strictly legal angle it would seem that, in the case of hire 
cae purchase, no profit should be taken to account until the final instalment has 
ors been paid and the option to purchase exercised. By contrast, in the case of 
instalment purchase, there would be legal justification for taking the full 
profit to account at the time the transaction is entered into. However, Aus- 
tralian accountancy text book writers generally advocate: 
(a) for hire purchase, spreading the profit over the period of hiring by 
one of the following methods: — 
Payments due to date Gross profit 
i. \Z 
Total payable | 
Payments due to date less “interest” Gross profit 
ii. x 
Total payable less “interest” l 
Cash collected to date Gross profit 
iil. x 
Total cash collectible 1 
and 
ailia (b) for instalment purchase, the taking of all profit to account immedi- 
ately. 
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Thus, in the case of instalment purchase, the accounting method advo- 
cated by these writers reflects the legal position, whereas in the case of hire 
purchase, the methods advocated seem to be based on the assumption that 
profit is gradually realised either as cash is received, or as instalments fall due. 
But if hire purchase gross profit is considered to be earned in this way it is 
difficult to see why instalment purchase gross profit should not also be 
regarded as earned in a similar manner. It would appear that the writers 
referred to have been influenced in both cases by the legal position, but the 
legal application has been modified in the case of hire purchase. Thus, rather 
than delay taking profit to account until the final instalment has been paid, 
the hire purchase profit has been anticipated by assuming that it is earned 
proportionately as the instalments are received or fall due. 


This allocation of profit to time periods is similar to that employed in 
accounting for long-term construction contracts, but in such contracts it is 
justified by the actual receipt of progress payments based on work completed 
between payments. It would be wrong to assume that the cost of making a 
sale extends over the hiring period in the same way as constructional costs 
extend over the life of a long-term contract. Trading or merchandising activity 
reaches its culmination with the making of the sale and for all practical pur- 
poses the sale is effected with the signing of the hire purchase agreement. 
The merchandising cycle consists of buying, advertising, displaying and 
selling. When merchandise is transferred to the possession of a customer who 
has the intention of purchasing the goods then the costs associated with trading 
can be said to have achieved their goal, particularly if the transaction is 
effected under credit terms which are likely to be met. This is particularly true 
of hire purchase. Repossession occurs in only a small percentage of cases | 
and when it occurs it provides the alternative to what would frequently have 
been, with other forms of credit, a bad debt. 


Hire purchase is a means of facilitating credit sales. The notion of 
“hiring” was developed to give the vendor a right of repossession in the event 
of default by the purchaser. In substance the transaction is a sale with the 
outstanding balance payable by instalments. 


The determination of profit is intended to serve two purposes. Firstly, it 
indicates the upper limit to dividend payments. Secondly, in most circum- 
stances, it provides an overall measure of efficiency. 


If the profit is to provide a measure of merchandising efficiency it is 
necessary that the revenue should be brought to account in the same periodic 
report as that in which the costs which resulted in that revenue are reported. 
The various methods of spreading the profit over the period of the agreement 
would give results which would not be satisfactory as indicators of merchan- 
dising efficiency. It seems odd that the efficiency of merchandising activities 
or the determination of profit from that source should be influenced by the 
manner in which the customer chooses to have his purchase financed. The 
merchandising cycle is just as complete on the signing of a hire purchase agree- 
ment as it is on the making of any other type of credit sale whether it be by 
instalment, on current or budget account, by cash order or on lay-by. 


Where the retailer is having his hire purchase undertaken by a finance 
company, the question cannot arise, for under those circumstances the finance 
company purchases the goods from the dealer who takes the trading profit to 
account immediately. Where the finance company has a right of recourse t 
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the dealer or where the dealer has accepted some liability for outstanding 
balances that are not met by the hirer, then the dealer must make adequate 
provisions for such estimated liabilities before arriving at the net profit. 


A retailer financing his own hire purchase agreements would have to make 
similar provision for collection losses, but provided he does so there seems to 
be no reason why he should not take the trading profit to account at the same 
time as if he had availed himself of the services of a finance company. 


It could be argued that a retailer starting up in business and making hire 
purchase sales could under these circumstances show a profit when there 
would, in fact, be no liquid funds out of which dividends could be paid. This 
could be true if the original capital was not sufficient to cope with the financing 
as well as the retailing function. It could also be true where expansion had 
occurred. The fact is that the statement of a profit or income figure never 
provides any guarantee that liquid funds of an equal amount exist or are 
awaiting distribution. If such funds are available, all that the profit indicates 
is the maximum that can be distributed. 


From the evidence available it seems that most retail companies financing 
their own hire purchase transactions are, in fact, taking gross profit to account 
when the agreement is signed. In view of the foregoing arguments, such 
practice, in our opinion, is correct so long as adequate provision is made for 
possible losses on repossession, just as provision would have to be made for 
doubtful debts in the case of instalment selling. 


PROFIT FROM FINANCE OPERATIONS 


Both the retailer financing his own hire purchase and the finance com- 
pany have the same problem of determining the profitability of performing 
the finance function but the problem can be more clearly viewed in the case 
of a finance company. The retailer’s provision of his own finance is frequently 
regarded as a joint cost of merchandising and because of this, the finance 
profit becomes less determinate and less necessary so long as the overall result 
is satisfactory. 


The revenue earned in the provision of finance is known variously as 
“hiring charge”, “terms charge”, “accommodation charge” or “finance 
charge”. 


The hiring charge is the amount by which the total price payable under 
the hire purchase agreement exceeds the total of cash price plus possible 
charges such as insurance and motor registration. It is the amount which is 
added to the cash price for the privilege of the extended term of payment. It 
i$ a mistake to think that the hiring charge is purely a disguised interest 
charge on the amount being financed. It has to cover the cost of credit investi- 
gation, legal costs of the contract and collection costs. 


_ In reference to hiring charges, the usual text-book suggestion is that 
“Interest” should be taken to account “as earned”. It is usual to illustrate 
the application of this principle by the use of the simple interest formula in 
elation to a single contract or to a small number of contracts, but in practice 
the problem is not nearly so straightforward. There is a method in use (the 
“78 rule”—described below) which gives the closest practicable approach 
lo this interest method, but there are many cases in which even this method 
§ considered too costly to use. 
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Moreover, it should be made quite clear that in the usual hiring agreement 
the term “interest” is not employed. There are many cases where the hiring 
charges are determined by reference to tables constructed on a simple interest 
basis. In some States* hiring charges must be treated, for rebate purposes, on 
an interest basis, but there appear to be no legal grounds for assuming 
that hiring charges are “earned” on an interest basis. 


























































From an accounting point of view, the net earnings for any period could ( 
be determined by applying the matching procedure in either of two possible @ ¢ 
ways: 

The first is to take the whole of the hiring charge to account as revenue at the § , 
time the contract is accepted and to subtract from it an estimate of all the 
future costs to be incurred in earning the revenue. But for some contracts 
these costs may extend over a number of years, and, in any case, the costs § £ 
would be difficult to estimate. i 
The second, and most widely used, method is almost as difficult to apply . 
with any degree of accuracy. It involves the principle of matching with the % 
costs of each period so much of the hiring charge as would relate to the hiring 9 ~ 
service rendered in the period. The same principle is followed in the case of 
long-term construction contracts where it is usual to allot revenue to periods § — 
on the basis of the proportion of total work completed in the period. 

With hire purchase, it is usual to calculate the total hiring charges that 
are expected to be earned and record these in the ledger at the time that the 
contract is accepted. However, this is for convenience and is never intended 
to suggest that they are all earned at the time of acceptance. It is usual to 
regard these as earned only when the accommodation service is provided. This 
means that to prepare accounting reports at any time, the recorded hiring 
charge must be analysed so that the unearned portion may be deferred as 
revenue of future periods. 

If revenue is to be allocated to periods then it becomes necessary to see 
how the service is spread over time and the only basis for this seems to be to F __ 
examine how the service costs are spread over time. Useful classifications 
of the cost components of the finance service would be as follows. 

Initial Costs—This covers the cost cf opening an account, checking “ 

references and recording particulars. These costs occur at the com- fina 
mencement of hiring, and in situations where they are a big element in 
hiring costs much of the hiring charge should be brought to account rare 
as revenue at the moment the contract is recorded. os 

Cost of Collection—This covers the costs of maintaining the account § ;, dl 

during the hiring period, ledger-keeping, balancing, listing and gener- eee 

ally servicing the account, corresponding with the purchaser, receipting 

payments and the cost of handling accounts in arrears. These are Fa 

; spread evenly over the hiring period. Met 

General Overhead—includes maintenance of dealer relationships and ¥ 

preparation of contracts. This cost could be thought of as belonging § |; ° 

to both the first and second group of costs in its incidence over the 78 

life of the contract. the ¢ 

In Queensland, legal opinion has been expressed that hiring charges should be 4. Se 

rebated on an interest basis, in accordance with the provisions of the Money- of 

lenders’ Act 1916/1946. The Victorian Hire Purchase Bill provides for the calcula 4 
tion of the “statutory rebate” by the “78 rule”. 

Sapplen 
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Cost of Money—is in quite a different category and diminishes gradually 
over the life of the contract. Where the money value of the contract 
is high, interest becomes the most important cost component and the 
hiring charge should be allocated to accounting periods on the basis 
of the amount outstanding in each period. 


It can be seen that services provided are conflicting in their cost incidence 
over time and that their relative importance varies with the amount and length 
of the hiring agreement. (See Appendices 6 and 7.) 


One finance company estimated its average initial and legal costs to be 
approximately £3 per contract. 


If the general overhead and collection costs per month are assumed to be 
£1, then the cost incidence of the different types of service provided can be 
illustrated with the following hypothetical example relating to a £1200 con- 
tract for twelve months, repayable by monthly instalments with an interest 
cost of 5% 





Initial General Total 
Month Cost Overhead Interest Cost 


£ 
5.0 
4.6 
4.2 





£ 
3 
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It should be quite apparent that the totals would be very different if the 
value or length of the contract was varied. From this it should be apparent 
that no simple formula can be devised that will be applicable to all types of 
finance. Even if variations in the importance of the cost elements did not 
exist the only source from which a firm could obtain values which would indi- 
cate the importance of these services would be from its own records—so that, 
if the firm was less efficient in its office management and record keeping than 
in the management of its finance, a cost based formula would tend to allocate 
more revenue to the earlier time periods and so hide the inefficiency which a 
profit or loss account is intended to disclose. 


Methods Actually Employed 


1. Some companies approach the problem by using what is known as the 
“78 rule”,® the significance of the figure 78 being simply that it is the sum of 
the digits in the arithmetic progression 1 +- 2+ + 12. 





%. Seventy-eight is the figure appropriate to a twelve months contract; in the case 
of a twenty-four months contract, for tenes the appropriate figure is the sum 
of the digits im the progression 1+-2+ +24, ie., 300. For eighteen months 
the figure is 171, for thirty-six months 666. 
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Under this method, if a contract were made for twelve months, repayable 
in monthly instalments, 12/78ths of the terms charges would be treated as 
having been earned in the first month, 11/78ths in the second month, and s0 
on down to 1/78th in the twelfth month. The result of such allocation, for 
each £1 of hiring charges, would be— 





Treated as earned in the first month 
second month 
third month 

» fourth month 
» fifth month 
» sixth month 
» seventh month 
» eighth month 
» ninth month 
» tenth month 
s» » eleventh month 
>» » twelfth month 
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If the annual balance occurred at the end of say the eighth month of a 
twelve months’ contract, an amount of 2s. 6d., (1s. + 9d. + 6d. + 3d.) 
would be treated as unearned hiring charges to be carried torward into the 
new accounting period, while the sum of the amounts allocated to the first 
eight months (3s. 1d. + 2s. 10d. + ls. 3d. = 17/6d.) would 
be treated as having been earned in the accounting period just ended. This 
method emphasises the interest element in its allocation of hiring charges. Its 
application requires that contracts be accumulated on the basis of the length 
of period stated in the contract. The allocation of hiring charges is made at the 
time the contract is accepted. In practice, this means that the hiring charges 
for all the new contracts for a month are allocated to future periods at the end 
of the month. This requires that a separate journal be kept for contracts of 
each duration. It can be seen that this method places emphasis on the interest 
element in the hiring charges. It can be seen, too, from the way in which it is 
applied, that it allocates hiring revenue on the basis of interest due on the 
contracts even though collections may be in arrears. As a result this method, 
with its emphasis on the interest element allocates hiring revenue on the basis 
of interest due as a proportion of total interest due on all contracts of the same 
period. 


2. A more common method of allocating hiring charges over time is simply 


to divide the total charges by the number of months in the contract, and thus | 


to treat an equal amount of the charges as having been earned each month. 
Thus in the example cited, of hiring charges of £1 being allocated over a period 
of twelve months, an amount of 1s. 8d. would be treated as having been 
earned in each month. In this case, if the annual balance occurred at the end 
of the eighth month, an amount of 6s. 8d. (4 x 1s. 8d.) would be treated as 
unearned hiring charges to be carried forward into the new accounting period, 
while an amount of 13s. 4d. (as compared with 17s. 6d. under the 78 rule) 
would be treated as having been earned in the accounting period just ended. 
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This method may owe its popularity to its simplicity rather than to any 
attempt to make the incidence of service cost the basis of revenue distribution 
over accounting periods. As with the previous method it allocates hiring 
charges over the life of a contract whether or not the instalments were collected 
on the due date. 


3. A third method is to establish the percentage which the finance charges 
have borne to the total of contracts accepted over the preceding period and 
apply this to the book debts to get an estimate of unearned income. 


In practice this is done on a monthly basis. If, from available statistics, 
the average period of contracts accepted is shown to be eighteen months, then 
finance charges for the preceding eighteen months are expressed as a per- 
centage of the amount financed over this period and the percentage is applied 
to book debts. At the end of the next month the first month’s figures are 
dropped and the new monthly figures are taken up as part of the basis of the 
estimate. 


This method gives a result similar to that obtained in 2. It does not 
emphasise initial costs and, therefore, in a period during which much aew 
business is written not sufficient revenue is allocated to the period and profit 
is understated. 


It should be noted that this method applies its percentage to actual book 
debts and thus allocates hiring charges to periods in such a way as to bring 
to account as revenue only the hiring charges related to actual collections. The 
question of whether allocations should use a ratio of cash due or cash actually 
collected as a proportion of the total due has received much attention. In our 
opinion this refinement is of less significance and tends to cloud what should 
be the real basis of allocation of revenue to accounting periods. 


On the other hand, this does lead to another aspect in which hire pur- 
chase accounting may call for some difference of treatment from what is 
generally accepted. General practice would call for the allocation of hiring 
charges to accounting periods, regardless of whether the instalments have 
been collected, with a provision for doubtful debts in respect of amounts due, 
but not collected. Such a method would seem preferable in this area of 
finance where repossession might reduce the threat of loss on uncollected 
amounts. But among those engaged in the business there seem to be some 
who feel that this is one area where there is much to justify the more conser- 
vative treatment which excludes from the revenue of an accounting period 
hiring charges related to instalments that are in arrears. 


Suggested Method 


This committee has suggested certain principles which it considers 
applicable to the problem of allocating revenue to accounting periods. It is 
equally aware of the difficulty of devising a practicable method whereby those 
Principles may be applied. 


The ideal method even if it could be deveioped might prove too costly to 
use. It may well be that some of the methods in actual use are the closest 
practicable approximation to the ideal. If they are, then it is desirable that 
those using such methods should be fully aware of whatever shortcomings still 
remain in the approximation. 

















However, it would seem that the methods that are most commonly used 
are not always the best approximation for their circumstances, and there 
appears to be one respect in which all the methods in use could be easily 
modified to give a closer approximation to what the committee considers ideal, 
This is in respect of initial costs. 


Assuming that a firm expects to make a profit on the provision of the 
initial costs of accommodation, the hiring charge could be assumed to include 
a profitable return on this service, and this amount should then be taken to 
account immediately the contract is accepted. 


The ideal amount would be the standard cost of the service after allow- 
ance for a reasonable profit, but the use of any fair amount would be prefer- 
able to the use of no amount. 


The application of this modification would mean that the intial revenue 
per contract would be multiplied by the number of contracts accepted for the 
month and subtracted from the total of the new hiring charges for the month. 


The balance of the hiring charges could then be allocated as at present, 
but the committee would be happy to see methods devised which would permit 
the balance to be allocated in such a way as to fit the two remaining elements 
in the accommodation service, viz: 

(a) Overhead and collection—on a flat rate, and 

(b) Interest. 


Such a method would help to draw attention to the amount and period 
of the contract on which a firm breaks even, and may lead to the preparation 
of new scales of hiring charges which would have closer relation to the cost of 
the service provided. 
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PART 4 


PUBLISHED FINANCIAL STATEMENTS 


The committee has examined the published statements of a number of 
leading companies that provide terms finance. In some cases great care had 
obviously been taken to devise apt and accurate descriptions of items appear- 
ing in the statements. We consider the most accurate description of the item 
commonly called “hire purchase debtors” to be: 


“Amounts due and to mature under current hire purchase ccntracts.” 


The shorter description “hire purchase debtors”, although less precise, was 
also considered quite acceptable. 


Deferred income under hiring agreements was most accurately described 
as: 
“Income yet to mature under current hire purchase agreements.” 


An acceptable shorter description, however, was “unearned hiring charges”. 
Of the published statements examined, this item was shown as a liability in 
every case except one. We consider that the item should be shown as a deduc- 
tion from hire purchase debtors, because such unearned charges are included 
in debtors’ balances and are contingent on the manner in which the debtors 
pay their account. If debtors paid their accounts in full before maturity, they 
should receive a rebate of a substantial portion of the unearned hiring charges. 
Theoretically the hiring charges would not be charged to debtors until they fall 
due. In practice, such a procedure is impracticable. 


In a number of cases, hire purchase debtors were included as part of an 
omnibus item, as in the following example: 


“Sundry hirers (less provision for doubtful debts), debtors, prepayments 
and cash on hand.” 


The practice of amalgamating hire purchase debtors with ordinary trade 
debtors is most undesirable. To further amalgamate these with other items is 
even worse. 


We consider that, where debt capital is employed by a finance company, 
some indication should be given in the published balance sheet cf the spread 
of maturities. In most cases, the position would be met by classifying 
borrowed funds into “secured” and “unsecured” with sub-classifications into 


(a) securities maturing in twelve months or under; and 
(b) securities maturing in over twelve months. 
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PART 5 
CONCLUSION 


This study has been focussed on a number of aspects of hire purchase 
accounting which seemed to require attention. On the other hand little or no 
attention has been given to aspects of hire purchase accounting which, par- 
ticularly in the case of finance companies, are important and time absorbing 
functions. These include the following: 


Control of receivables 
Dealer control records 


Control of payables (e.g. a knowledge of the categories of goods pur- 
chased is important for a finance firm) 


Branch control 
Finance (a cash budget is of paramount importance) 
Insurance. 


We hope that this study has at least succeeded in raising a number of 
problems and that it wiil stimulate further thought. The problem of profit 
determination in finance companies is one aspect on which further thought and 
study is desirable. 
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APPENDIX 1.* 
VARIATIONS IN STATE LAWS 


There are a number of important or interesting differences in the 
various State Hire Purchase and Stamp Duty Acts. Some of these provisions 
are given below. While they do not affect the methods of accounting they 
are thought to be of special interest. 


Agreements to be in Writing: 


In the Acts of all States, except those of Victoria’ and South Australia, 
it is specifically provided that a hire purchase agreement shall be in writing 
which term includes printing, but in Queensland it is specified that the type 
face used in the printing shall not be smaller than ten point, whereas, in the 
other States, the minimum type size is eight point. 


In South Australia and Victoria it is necessary for a hire purchase 
agreement to be in writing because the courts will not enforce certain classes 
of contracts unless they are in writing and signed by the person sought to be 
made liable. Under the Victorian Stamps (Hire Purchase Agreements) Act, 
1956, it is provided that where an agreement is not in writing, a memorandum 
in writing shall be prepared for purposes of stamp duty. 


Expressing the Consideration: 


In the Acts of New South Wales and Tasmania, it is specifically pro- 
vided that both the amount of the cash price and the amount of the finance 
and other charges as well as the purchase price must be shown separately in 
the hire purchase agreement. Similar information must be shown in Victoria, 
as provided in the Stamps (Hire Purchase Agreements) Act, 1956, for pur- 
poses of stamp duty. 





*The Hire Purchase Acts referred to in Appendices 1 and 5 below are as follows:— 

Victoria: Hire-Purchase Agreements Act, 1936. 

New South Wales: Hire-purchase Agreements Act, 1941-1957. 

Queensland: The Hire-purchase Agreement Acts, 1933-1946. 

South Australia: Hire-purchase Agreements Act, 1931. 

Western Australia: Hire-Purchase Agreements Act, 1931-1937. 

Tasmania: Hire-purchase Act, 1943. 

A new Victorian Bill (Hire-Purchase Act, 1958) is, at time of publication, before 
Parliament. Since it is not yet passed references to the 1936 Act have been retained. 
However, where the present provisions of the Bill would alter the position in regard to 
any of the matters dealt with in these Appendices, such modifications have been indi- 
cated by a footnote. 

l. The new Victorian Bill provides that hire purchase agreements shall be in 
writing and must show in tabular form the cash price, deposit, insurance, 
maintenance, other charges, the terms charge and the gross purchase price. 


2. Statute of Frauds for South Austrailia. Instruments Act, 1928, Victoria. 
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Consent of Spouse: 


In the New South Wales Act, there is a special provision, s. 27, which 
is not in any other Hire Purchase Act in Australia. This provides that, if the 
purchaser is married and the hire purchase agreement covers household 
furniture or effects used or intended to be used in the home, the agreement 
must contain a statement in writing, signed by the spouse, giving consent to 
the hire purchase agreement. This written consent must be signed by the 
spouse at or before the time the hire purchase agreement is made. 


However, the vendor is protected by a provision to the effect that if he 
obtains a statutory declaration from the purchaser that he is not married, or 
if the vendor had reasonable grounds for believing, and did in fact believe, 
that the purchaser was living separate and apart from the spouse of the 
purchaser or the spouse of the purchaser was outside New South Wales, then 
a hire purchase agreement entered into without the written consent of the 
spouse would be enforceable by the vendor. 


Summary of Rights and Privileges: 


In the New South Wales Act, s. 23 (4), the Victorian Act, s. 6 and the 
Tasmanian Act, s. 4, it is provided that the vendor shall deliver to the pur- 
chaser a summary of the rights and privileges conferred by the Act on 
purchasers, such summary to be in the form contained in the Schedule to 
the Act, or as prescribed by Order of the Governor in Council, but there is 
no such provision in any other State. 


In the Acts of New South Wales, s. 23 (4), Queensland, s. 9, West 
Australia, s. 3 and Tasmania, s. 4, it is provided that a copy of the hire pur- 
chase agreement must be handed to the purchaser, but this is not specifically 
provided in the Acts of the other two States.* 


Minimum Deposits and Maximum Periods of Hire: 


Minimum deposits are provided for in the Acts of three States only, 
namely, New South Wales, Queensland and Tasmania.* 


Under the New South Wales Act, s. 31, the minimum deposit shall be 
not less than one tenth of the cash price for all goods other than those 
prescribed under s. 31 (1) (b) for which the minimum deposit shall be as 
prescribed by regulation from time to time. The vendor is prevented from 
making a loan of the deposit to the purchaser and a trade-in can only be 
accepted as part of the deposit provided that such trade-in has not been 
acquired by the purchaser just for the purpose of having it included in the 
deposit. 


The Queensland Act, s. 9A (1) (a) provides that a minimum deposit 
varying with different classes of goods may be prescribed by regulation from 
time to time and s. 9A (1) (b) prohibits a person from entering into any hire 
purchase agreement with a deposit less than the minimum deposit prescribed, 
and any agreement entered into in contravention of these provisions is void 
except insofar as the rights of the hirer are concerned. Similarly, the maxi- 





3. It is provided for in the Victorian Bill. 
4. The Victorian Bill provides for a minimum deposit of 10%. 
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mum period of hiring varying with different classes of goods may also be 
prescribed under s. 9A (1) (c) which prohibits a person from entering into 
any hire purchase agreement which exceeds the maximum period prescribed. 
The minimum deposits as fixed by regulation vary from 10% to 20% and 
25% of the cash price for different classes of goods, and the maximum 
periods of hiring vary from two years to ten years. A trade-in may be 
included in the deposit. 


The Tasmanian Act, Part IV, s. 24, fixes the minimum deposit as one- 
tenth of the purchase price for certain classes of goods and one-fifth of the 
purchase price for all other goods, and s. 26 provides that the maximum 
period of hiring shall be ten years for certain classes of goods and five years 
for all other goods. A trade-in may be included in the deposit. 


Re-opening the Transaction: 


In Victoria, South Australia and Queensland there is no provision in the 
Hire Purchase Acts for the re-opening of hire purchase transactions by the 
court for the purpose of granting relief if it appears to the court that the 
interest or other charges are excessive, whereas this is expressly provided in 
the Acts of other States (New South Wales, s. 9, West Australia, s. 6 and 
Tasmania, s. 18) but in Queensland such a position would be covered by 
s. 5 of the Money-lenders Act and in South Australia by s. 40 of the Money- 
lenders Act. 


Repossession: 


Variation between States as to procedure after repossession is discussed 
in the section dealing with repossession. 


Limitation on Hiring Charges: 


In New South Wales a new amendment to the Act provides amongst 
other things for a limitation on hiring charges and fixes certain maximum 
rates per cent per annum. No other State at present provides for any limit on 
hiring charges. 


In New South Wales the rate per cent per annum of the hiring charge 
must be calculated in accordance with the following formula: — 
100 x C 
R => ———— 
Tx P 

where R represents the hiring charges calculated as a rate per centum per 

annum. 

C represents the amount of hiring charges expressed in pounds and fractions 
of pounds. 

T represents the time between the first instalment and the last instalment 
plus the period of time at which instalments are regularly payable, i.e., 
one month, or one week, or two weeks as the case may be, expressed in 
years and fractions of years. 

P represents the difference between the cash price (including any extra 
charges for delivery, insurance, motor registration, etc.) and the amount 
of the deposit expressed in pounds and fractions of pounds. 
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APPENDIX 2. 
ARREARS CONTROL 


Where a retail firm or finance company is providing hire purchase finance, 
there are usually a considerable number of hire purchase debtors outstanding. 
A hire purchase debtors ledger is usually kept with a control account in the 
general ledger. Control of arrears is most important but very difficult where 
the accounts are numerous, unless some special system of arrears control is 
established. 


The following specimen ledger card illustrates one such method. 





DATE DELIVERED: 1/2/57 


NAME: Body, Mrs. N. O. ORDER NO.: 1/36 
PRICE CHARGED: £41/17/6 


ADDRESS: No Street, TERMS DEP.: £5/17/6. 

















Nowhere. MONTH: £2/0/0. DUE DATE: 1 
PRESENT 
DATE FOLIO AMOUNT BALANCE NAME 
JAN | JAN | JAN FEB 1 105 41/17/6 41/17/6 BODY 
1957 | FEB 1 5057 5/17/6 36/ 0/0 BODY 
FEB FEB | FEB MAR 1 1937 2/ 0/0 34/ 0/0 BODY 
xX 





MAR | MAR | MAR 
x 


| 
{ 





| 


| 
| 
NOV } NOV NOV 














DEC | DEC | DEC 














The squares on the left-hand side of the card have crosses in them which 
indicate at a glance the month to which the account is paid. The crosses are 
entered at the time the cash posting is made. The cards are then filed in the 
following divisions—In Advance, Due Current Month, One Month Over, 
Two Months Over, Three Months Over. 


Cards from the “due current month” file are sent their first reminder 
notice shortly after the amount is due. There is often provision for second 
and third reminder notices after which the small percentage of accounts still 
outstanding receive individual attention. 


Another effective method of arrears control adopted by one company 
has been called the “fixed due date” method and represents a form of cycle 
billing. Usually customers’ instalments fall due at various dates within a 
month, depending on the date on which the agreement was signed. Under 
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the method of “fixed due date” adopted by this company the due dates are 
limited to four each month. 


The dates for instalments are determined by the first letter of the 
customer’s surname, thus: 


A-D, Ist of month 
E-K, 9th of month 
L-Q, 17th of month 
R-Z, 25th of month 


Thus, if a hire purchase agreement for “J. Adams” was signed on April 
26, the due date for the first instalment would be June 1. In practice, it is 
found that the great majority of instalments due in each group are paid within 
three or four days before or after the fixed date. 


The following advantages accrue from this method: 


Card selection for postings is greatly accelerated because, instead of 
having to select cards over the full range of the alphabet, the cards required 
are mainly confined to a section comprising about seven letters of the alpha- 
bet. There is less searching because most of the cards required are in one box 
rather than spread throughout a number of boxes. 


Replacement of cards after posting is facilitated. 


Supervision and selection of cards for reminders of overdue instalments 
is facilitated as the reminder system is based on only four due dates instead of 
thirty-one. Since it is the practice of this firm to send out weekly reminders 
known as Ist, 2nd, 3rd and 4th reminders, the number of cards requiring 
checking for the reminder routine is cut by 75 per cent. 


The subdivision into four due dates can be successfully expanded into 
eight due dates where the number of accounts is very large. 


Appendix 3 describes a method of pre-listing and accounting by excep- 
tion which also facilitates arrears control. 











APPENDIX 3 


THE HIRE PURCHASE DEBTORS ACCOUNT 


Pre-listing and Accounting by Exception: 


One of the methods of recording employed is of particular interest. The 
ledger card or sheet consists of two distinct parts— 

(i) normal or standard record. 

(ii) record of variances or departures from normal. 

(i) Standard Record. Pre-listing or writing up the ledger card in advance 
takes place immediately the hire purchase agreement is accepted. A machine 
automatically prints the amount that should be received each month and the 
reducing balance outstanding as it would be if the hirer paid the exact amount 
of the instalment on the due date. 


The value of this system lies in the fact that, in most cases, the hirer does 
pay the exact amount on the due date which means that it is only necessary to 
rule out the relevant line in this pre-listed account as the instalment is received 
leaving the outstanding balance on the line below. 

(ii) Where irregularities in the amount and date of payment do occur, 
these variances are recorded separately in the debit, credit and balance 
columns provided for that purpose. The balance in this variance account has 
to be allowed for in determining the amount actually outstanding. Some firms 
have reduced these three columns to two—“short” and “paid”. Any over- 
payment for one month can be regarded as a short payment for the following 
months. 

Such a method of record is cnly advantageous where the actual monthly 
payments tend to coincide exactly with the amount and due date agreed upon. 
This is not common with the cash payments received by retailers financing 
their own hire purchase but it is normal with most finance companies. In the 
latter case, the sale is of greater value and the customer usually has a current 
account with a trading bank. Payment tends to be by one of the following 
methods: 

Cheque—To make sure of the correctness of amount and date some 
firms provide a booklet of numbered remittance vouchers each of 
which bears the account number. These are torn out one by one to 
accompany the cheque. The customer is left with a meaningful record 
of his remaining liability. 

Bank Order. The hirer can authorise his bank to debit his account 
with each month’s instalment as it falls due. 

Promissory Notes. The finance company can prepare a bundle of, say, 
24 promissory notes, at the time the hire purchase agreement is 
entered into. Each is for the amount of one instalment and they are 
dated for the successive months of the hiring period. As they fall 
due these are presented at the hirer’s bank. 

Even where the pre-listing is not used for the purpose of keeping the 
account, subject to variance, it can be of great value as a measuring stick or 
as a means of indicating the extent to which the actual balance is short of 
what it should be at any date. 
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APPENDIX 4 


“ADD-TO” PROCEDURE 


This is a procedure used by some retailers carrying their own finance. 


From the merchandising viewpoint it enables additional sales to be made 
to “good credit risk” customers with little or no increase in the instalment 
being currently paid by the purchaser (provided the addition to the account 
does not result in a balance remaining to be paid substantially greater than 
the opening balance of the account). This encourages the customer to buy 
“now” rather than delay his purchase until completion of his current account 


From the finance viewpoint payment of the second purchase is deferred, 
in effect, until payment of the first has been completed. However, as the 
finance charges added to the second purchase are based on the period required 
to settle the re-arranged account (in the example below, eight months), this 
is a financial proposition. Further, when the “add-to” is for a small amount 
relative to the original purchase, the total repayment of the re-arranged 
account is shorter than would have been the case if a second account was 
opened to cover the new purchase, as invariably a smaller instalment would 
be agreed for the second purchase, resulting in a longer repayment period. 


The following illustrates the procedure: 
HIRE PURCHASE DEBTORS ACCOUNT 


Dr. c Balance 
1955 
21 Dec. Goods and charges £90 0 O £90 0 0 
21 Dec. Deposit ; £18 0 0 72 00 
1957 
21 Mar. 15 months @ £4 per month 60 0 0 12 0 OA 
21 Mar. Goods and charges 24 0 0 36 0 O 
21 Mar. Deposit 400 32 00 


The account then continues at £4 per month. 


At point A the customer makes an additional purchase—retail price 
£23, deposit £4. The retailer arranges to add to the existing account without 
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purchase. The hire purchase agreement is then re-drawn. 


Total purchase price of original agreement . £90 0 O 
Total purchase price of new sale .... .. : 24 0 0 
Total purchase price of new agreement £114 0 0 
Total paid on original account to date . £78 O 0 
Deposit on new sale .... naa gave ; 4 0 0 
Total deposit > epee oak bas ams a £82 0 0 


This leaves a residue of £32 payable at £4 per month. 


The new agreement shows the goods covered by the original agreement 
plus the goods of the new sale. On the signing of the new agreement the 
original is regarded as having merged into the new and therefore is con- 
sidered to be cancelled. 


The accounting of the “add-to” sale is:— 


Dr. ce. 
Hire purchase debtor (the charge being added to the 
current account) .... .... .... ao ee eee £24 0 0O 
Sales Ridge RAG EPS a 2? oe £23 0 O 
Hiring charges psa sage obs a eae 1 00 
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APPENDIX 5 
REPOSSESSION UNDER STATE ACTS 



































Queensland: 


The Queensland Act, s. 4, provides that the vendor must give the 
purchaser not less than fourteen days’ notice in writing of his intention to 
repossess. If the vendor repossesses he cannot sell or re-hire the goods until 
he has given the purchaser written notice of the intended sale at least fourteen 
days before the date of such sale. The vendor must offer the goods at public 
auction. If they cannot be sold at auction for at least the amount owing plus 
costs, the vendor may dispose of them by private sale or re-hiring. If unsold 
at the expiration of twelve months he shall be deemed to have sold the goods 
at the price they could reasonably be expected to realise at that time. Within 
21 days after the sale or re-hiring, the vendor must render to the purchaser a 
statement showing details of the application of the proceeds as applied in 
ent accordance with s. 4 (4) (a) (b) and (c). Briefly, this means that the 
the vendor can deduct all expenses and costs of repossession and resale, also 
the unpaid balance of the hiring contract. The balance remaining (if any) 
must .be paid to the purchaser at the time of rendering the statement of 
account, vide s. 4 (6). If the purchaser has paid 50% or more of the purchase 
price, and the goods comprise more than one article, then the vendor can 
only repossess such goods as represent a fair and reasonable value for the 
amount still owing under the hire purchase agreement. s. 4 (3). 

It should be noted that s. 3 (3) of the Queensland Act gives the 
purchaser an equity in the goods based on the payments made, where he has 
paid more than 50% of the purchase price. There is no such provision in 
any other State. 

The operation of the Queensland Act is illustrated by the following 
examples: 

(A) Sale at public auction realising more than the sum of the balance 
remaining in the purchaser’s account plus cost of repossession and resale. 





on- 





Hire Purchase Debtor’s Account 





I eo i a Unexpired hiring charges 
Costs of repossession and written back £1 0 0 
cartage to auction .... 6 0 0 Net proceeds of auction 49 0 0 
Refund to purchaser 20 0 
£50 0 0 £50 0 O 








(B) Repossessed goods failing to reach reserve at public auction. 


Hire Purchase Debtor’s Account 








Balance .... .... ... £42 0 O Hiring charges written back £1 0 0O 

Costs of repossession and Balance c/d. 47 0 0 
cartage to auction 0 0 

£48 0 0 — ‘ 

Balance b/d ; £47 0 0 — 9% 








(i) In the case of a retailer carrying his own finance or of a finance 
company hiring without recourse to a dealer the balance should 
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remain until a sale or re-hire is effected, (or assumed, if unsold at the 
end of twelve months). The sale value would be credited to the above 
account. If a credit balance remains a refund should be made to the 
debtor. Any irrecoverable debit balance should be written off as a 
bad debt. In practice it is desirable to segregate within the hire pur- 
chase debtors ledger any such accounts where repossessions have been 
made subject to sale. 

(ii) In the case of a finance company hiring subject to recourse to a dealer 
this balance is payable by the dealer, who obtains possession of the 
goods. 


Western Australia: 

The Western Australian Act,'s. 5, provides that when the vendor re- 
possesses the goods he must within 21 days serve an account on the purchaser 
prepared in accordance with the provisions of that section. This provides for— 


(a) debiting the purchaser for 
(i) arrears of hire. 
(ii) interest at 8% per annum on arrears, calculated from the due 
date. 
(iii) 90% of hire not yet due. 
(iv) any further sum payable under the agreement to complete the 
purchase. 

(v) damages for any breach of the agreement. 

(b) crediting the purchaser for the value of the goods at date of reposses- 
sion. The balance remaining is a debt due by either party to the other 
as the case may be. It is further provided that the vendor must within 
seven days after repossession serve the purchaser with a copy of the 
provisions of s. 5. 

The following is an illustration in which the balance remaining on the 
hiring account at date of repossession is £42, arrears of hiring at date of 
repossession £31, and valuation of repossessed goods £45. 


Hire Purchase Debtor’s Account 




















Balance ae oe Transfer to repossession 
account (arrears) £31 0 0 
90% of hire not yet due 918 0 
Balance written off to hiring 
charges account .... .... ; 2s 
£42 0 0 £42 0 0 
Purchaser’s Repossession Account 
Transfer of arrears i won = © Valuation S £45 0 0 
90% of hire not due... ... 9 18 O Balance due by purchaser c/d 1 10 0 
8% Interest (say) a soa 112 0 
Costs of repossession = 40 0 
£46 10 0 £46 10 0 
Balance due by purchaser 
b/d as ora. 


——— 
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South Australia: 


Under the South Australian Act, s. 4, the vendor is given complete rights 
of repossession and dealing with the goods without the consent of the pur- 
chaser, but it is provided that the proceeds of the sale of the goods repossessed 
shall be applied as follows: — 

(i) For the payment of reasonable expenses. 


(ii) For payment of the unpaid balance under the agreement plus interest 
at 8% from the date the agreement would have expired until the 
date of resale. 

(iii) Any balance shall be paid to the purchaser. 

In the following illustration, the balance of the account at date of repos- 
session is given as £42, arrears at date of repossession £31, repayment rate £1 
per week with resale made twelve weeks after repossession at £48. 


Hire Purchase Debtor’s Account 





Balance . £42 0 0 Sale £48 0 O 
Interest 0 1 3 Unexpirel hiring charges 20 0 
Repossession and resale costs 5 O O 
Refund 218 9 

£50 0 0 £50 0 0 








If the resale or valuation does not exceed the sum of (a) the balance of 
the account at date of repossession; (b) interest chargeable; (c) repossession 
and resale costs; less (d) hiring charges to be written back (if any) then the 
resulting debit balance, if irrecoverable, should be written off as a bad debt. 


Victoria, New South Wales, and Tasmania: 


In the Acts of Victoria, s. 5, New South Wales, s. 7, and Tasmania, s. 5, 
the interests of the purchaser are protected by provisions which preclude the 
vendor from disposing or dealing with the repossessed gools for a period of 21 
days, during which time the purchaser is permitted to give the vendor written 
notice requiring the vendor to re-deliver the goods. If the purchaser pays all 
the necessary moneys due under the agreement together with the vendor’s 
reasonable costs within seven days® from the date on which notice was given, 
then the vendor must re-deliver. In effect this can extend the period from 
21 days to 28 days if a purchaser gives notice on the twenty-first day but still 
does not pay. 

The period of 21 days is calculated in Victoria from the date of reposses- 
sion. In New South Wales and Tasmania it is calculated from the date on 
which the vendor delivers to the purchaser a statement showing certain par- 
ticulars as prescribed by the Act, (New South Wales Act, s. 6 and Tasmanian 
Act, s. 5). 

Briefly, this statement sets out essential facts, the most important of which 


are the total amounts paid including trade-in, the estimated value of the goods 
at time of repossession, other costs or charges, and the balance estimated to 





5. The Victorian Bill provides for 14 days. 

6. Under the Victorian Bill, the 21 days is calculated from the date of serving on 
the purchaser a copy of the Second Schedule, which contains details of the pur- 
chaser’s rights. 
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be due to the vendor or the purchaser as the case may be. This statement 
must be served within 28 days from the date of repossession. 


It is provided in the Acts of Victoria, s. 3, New South Wales, s. 4 and 
Tasmania, s. 9, that the purchaser shall be entitled to recover from the vendor 
when he repossesses, any balance determined as follows: — 

Total amount paid by purchaser, less the difference between (a) the 
purchase price of the goods; and (b) the value of the goods at the date of 
repossession. 

“Purchase price” for the above purposes means the total amount payable 
under the agreement less the hiring charges unexpired at the date of reposses- 
sion.’ The “value of the goods at the date of repossession” is the net value 
after deducting all reasonable costs, charges and expenses. 

Where a claim, as provided under the Acts, is substantiated, then a refund 
is made to the purchaser, and the entries would be similar to those in Queens- 
land, Example A. (See page 37.) 

If, using the above formula, it is found that the difference between the 
purchase price and the value at date of repossession exceeds the amount paid, 
then the balance if irrecoverable, should be written off as a bad debt. 

The following examples illustrate the provisions of these Acts. 

Original purchase price (including hiring charges) . £65 


Amounts paid 





Balance unpaid 5 £42 


Example 1: Where a refund is made. 
Assume repossession takes place, that a claim is made, and a refund 
given as follows: — 
Details of Claim 
Amount paid by purchaser . ae Bic gest PA £23 
Less the difference between 
(a) Purchase price less unexpired hiring charges 


Original price £65 
Unexpired charges 3 
—— £62 
(b) Value at date of repossession 
Valuation of goods , £50 
Costs of repossession 6 
— ait 
— 18 
Refund due to purchaser .. . ie £5 





7. A “statutory rebate” is provided for under the Victorian Bill. It covers insurance 
and maintenance, as well as terms charges. 
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The debtor’s account would then appear as follows: — 


Hire Purchase Debtor 








Balance b/f - £42 Unexpired hiring charge £3 
Costs of repossession ied 6 Valuation 50 
Refund to purchaser Rw 5 

£53 £53 








Example 2. Where an amount is due by purchaser. 


In this case the value of the goods is assumed to be £44 and costs of 
repossession £6. All cther figures are as in Example 1, thus: — 


Amount paid by purchaser £23 
Less difference between 
(a) Purchase price £62 
(b) Value at date of repossession 38 
~—- 24 
Amount due by purchaser £1 


Hire Purchase Debtor 





Balance b/f £42 Unexpired hiring charge £3 

Costs of repossession 6 Valuation ; , . 44 

Balance due by purchaser (to be 
written off as a bad debt if irre- 
coverable ) I 


£48 £48 








In the Acts of these three States there are provisions to the effect that 
the vendor is not entitled, when repossessing geods, to recover a sum which, 
together with the then value of the goods and moneys paid, exceeds the pur- 
chase price and resale and repossession expenses. 


Refunds to Original Purchasers: 


The following is the case of a firm in which the legal requirements are 
met in a practical way. It relates to returns or repossessions of certain durable 
goods in circumstances under which the article can with a certain amount of 
reconditioning be brought to a state where its resale value as a secondhand 
machine is greater than the balance owing on the original hiring plus recon- 
ditioning and repossession charges. Therefore, in all such cases a refund of 
part of the amount paid by the original hirer can be given. 

The method of resale of goods repossessed or returned varies, of course, 
with each particular industry, but in this particular case where products are 
retailed direct to the public, the policy of reselling all such goods as second- 
hand machines is adopted, and such transactions are called “Transfer Sales”. 

The price at which the secondhand article will be sold is fixed by the 
vendor and is arrived at by making an allowance of a fixed amount from his 
standard retail price, i.e. cash price plus hiring charge. 

The refund due to the original hirer is then arrived at in accordance 
with the formula on the following page. 
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Refund due on transfer sale: 
Original Purchaser—Mrs. 





Amount paid by customer ; ‘ 11 17 6 
Less: Difference between new and secondhand 
price 6 5 0 
Repossession and re-delivery costs 2 0 0 
Reconditioning costs 2 93° FB $e 
Net refund due to original purchaser : £1 12 6 


It will be noticed that in the formula set out above there is no debit 
against the original hirer for hiring charges. This is because all the transfer 
sales were treated as hire purchase sales, even though the second purchaser, 
i.e. the transferee, may wish to pay cash, and in such a case the transferee 
only receives the exact discount or, as it is often termed, “rebate of hiring 
charge”, as the original customer would have received if the account had been 
settled for cash at that time. 

The policy of this firm is to treat the sale of the secondhand article as 
though it were a transfer of the hiring agreement rather than a new agreement. 
The result is that the full amount of the standard hiring charge is received and 
the original customer loses only the amount of the depreciation, i.e. the 
allowance given to the second purchaser, and of course, the other necessary 
charges set out in the formula. 


Accounting for Repossessed Goods Taken into Stock: 


In some of the examples in the foregoing, dealing with accounting for 
repossession, goods have been recorded as sold at auction or private sale. In 
these cases the cash received has been shown as credited to the hire purchase 
debtor’s account (Western Australia—purchaser’s repossession account). 
Where the goods are not sold but are taken into stock, additional accounting 
requirements arise. 

(a) Finance company hiring without recourse. 
The necessary entries are:— 
Dr. Repossessed stock. 
Cr. Hire purchase debtor. 

(b) Retailer financing his own hire purchase. 

The retailer is different from a finance company as he must ensure his 
accounting for repossessed goods does not distort his merchandising results. 
This problem is similar to that discussed below under “Accounting for Repur- 
chased Goods” and the retailer’s accounting procedure should follow the 
procedure set out therein. 

Both finance companies hiring without recourse and retailers financing 
their own business must, in Queensland and South Australia, keep some 
identification record of repossessed items so that at the eventual date of resale, 
if within twelve months of repossession, they can make a final adjustment with 
the hire purchase debtor. 


Accounting for Repurchased Goods: 


A retailer who, under the terms of his agreement with a finance company, 
has repurchased repossessed stock from the finance company is not required 
to account for the stock separately. Nevertheless to ensure that the impact 
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of repurchased stock does not result in obscured merchandising figures, he 
should account for such stock in a way which will show how his merchandis- 
ing results are constituted. 
































The result of not separately accounting for repurchased stock will be 
seen from the following figures. 


Presuppose a trading period in which no repurchased stock was handled 
5 0§@ and trading results were: — 











—— eS AEs £3000 

12 6 Deduct 
Opening stock £2000 

debit Purchases 2000 

ansfer 

haser, 4000 

sferee Less closing stock 2000 

hiring 2000 

1 been —_—_—— 
Gross profit (33'/;%) £1000 

cle as § and assume 33'/;% is a satisfactory merchandising result. 

ope Now if in the same pericd the retailer was obliged to repurchase repos- 

: the sessed stock for £330, the actual stock value to the retailer of the repurchased 

we j item being £180, his accounting of the £330 paid for the repurchase could be 


treated in one of several ways, with differing results. 


The alternatives are 
(a) To charge it to sales 























“ : (b) to charge it to purchases 
“* " (c) to charge £180 to purchases and the balance to account “Loss on 
— Repurchased Stock”. 
yunt). : 
inting The effects of these entries are shown below. 
(c) 
(a) (b) Charged £180 to 
Charged to Charged to Purchases and £150 
Sales Purchases to Loss on Re-purchased 
Stock 
Sales : ideal £2670 £3000 £3000 
re his Deduct 
Opening stock 2000 2000 2000 
sults. Purchases 2000 2330 2180 
epur- ontiee tas 
y the 4000 4330 4180 
Less closing stock .... 2180 1820 2180 2150 2180 2000 
ncing @ Merchandising gross 
some profit . 1000 (334%) 
esale Loss on repurchased 
“ts Stock .... .... Nee 150 
t with r sages 
Gross profit £850 (31.8%) £850 (28.3%) £850 (28.3% ) 





It will be noted that method (c) is the advisable procedure as thereby the 
pany, §@ merchandsing results are produced unimpaired by the impact of repurchased 
wuired # soods and at the same time the effect of the repurchased stock on the total 
npact § result is illustrated. 
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APPENDIX 6 


ACTUAL HIRING COSTS 


One Australian finance company estimated that in 1956-57 all costs 
incurred, other than interest, averaged approximately £5 per contract per 
annum. The results cf a more detailed survey made in U.S.A. in 1946 by 
Otto C. Lorenz® showed that it cost from $1.25 to $2.75 to put a loan on the 
books and from 20 to 40 cents to collect each instalment. This gives averages 
of $2 as the initial cost per transaction, and 30 cents as the collection expenses 
per instalment. It was found that collection expenses vary a great deal with 
individual transactions but are almost independent of the amount of money 
involved. The figures submitted show that sales or loans of small value can- 
not be made or financed on the instalment plan without loss, unless out- 
rageously high finance charges are made. 


Hiring Costs 











6 months Paper 12 months Paper 18 months Paper 
Advances % Charge % Charge % Charge 

per Deal Total Per Mth Total per Mth Total Per Mth 
$800 2.408 401 4.109 .342 5.809 323 
400 3.357 559 5.508 459 7.659 426 
200 5.259 .876 8.308 .692 11.359 631 
100 9.058 1.510 13.908 1.159 18.758 1.041 

50 16.658 2.776 25.108 2.092 33.559 1.864 

















A finance charge of 4.1% per annum or .342% per month, would pay the cost of 
an $800 advance for 12 months but a finance charge of 25.1% per annum or 2.1% 
per month would be needed to cover the cost of a $50, 12 months contract. 





8. In Instalment Mathematics Handbook by Milan V. Ayres—(Ronald Press, New 
York, 1946) p. 145. 
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APPENDIX 7 


Reprinted from Hire Purchase in a Free Society 
(Institute of Economic Affairs, London, 1958). 


ANALYSIS OF FINANCE CHARGES 


The following sample of costs analysis was specially prepared for this 
survey by an independent house. Whilst not directly representative of other 
companies with different spreads of hire purchase business, it does reflect the 
combination of factors which govern the finance charge. It further illustrates 


the way the element of fixed costs leads to a sharp fall in the % charge as 
the amount of finance increases. 














Amount’ Bad debt Cost of ‘Profit’ Handling Total Equivalent 
financed provision money margin costs costs % finance 
in % 8% p.a. 5% p.a. charge 
£ 5 a. & & & gs. €. Esa &@ ga ¢€ 
A 15 1 6 12 7 6 a 2 3 442 28% 
50 5 0 2 0 ; 2 «= Ty 613 2 13% 
100 10 0O 40 210 O > 3 2 mw 3 2 10% 
500 210 O 20 O 12 10 0 3; 3 2  - -- TVA% 
B 15 1 6 18 11 3 a 7% 3 5 a7 as 39% 
50 5 0 3 0 117 6 472 9 9 8 19% 
100 10 O 6 0 315 0 ee 7 2 1412 2 1442 % 
500 210 O 30 O 18 15 0 & FF 2 a ee 11% 
c 15 1 6 1 4 15 0 $ii 2 711 8 50% 
50 ; = 4 0 21 © 5 33.2 2 6 2 24:2 % 
100 10 8 0 5 0 0 | ee 19 1 2 19% 
500 210 O 40 0 25 0 0 >a 2 : a ae - 144% % 
NOTES: 


A relates to a 12-month agreement, B to a 18-month agreement, and C 
to a 24-month agreement. 


Amount financed: net finance after deposit is paid by customer. 


Cost of money and “profit” margin are calculated on the falling balance 
outstanding as instalments are paid off. 


“Profit margin’: includes provision for depreciation, taxation reserves, 
and dividend. 


Handling costs: as in Statement on page 46. 


Equivalent finance charge: expressed as a flat rate % of amount 
financed. 


Because of the administrative difficulties in quoting a large number of 
different rates according to the amount cf finance required, companies usually 
quote charges to cover broad groups of merchandise. Thus the finance com- 
pany which prepared the above cost analysis was, in October 1957, qucting 
the following rates: 

12 months 18 months 24 months 


New cars 8IA% 13% 17% 

Used cars 10% 15% 20% 

New domestic items 111A% 164A% 21Uu% 
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(Example of costing in pence per contract) 


Fixed costs incurred in setting up and closing an account irrespective 


of period of contract or amount of finance. 


d 
Documents and records Re 11.6 
Letters and stationery 8.1 
Postage 9 
Sundries + 
$2.7 








Variable costs—according to period of contract but irrespective of 


amount of finance. 
(a) Stationery etc. 


HANDLING COSTS OF HIRE PURCHASE CONTRACTS 




















12 months 18 months 24 months 
d d 
Payment slips 4.6 6.8 9.1 
Inward reply envelopes 6.1 9.2 12.2 
Postage 24 36 48 
Outward envelopes 4.6 6.8 9.1 
Correspondence etc. 20 30 40 
59.3 88.8 118.4 
(b) Labour costs 
Representation, documenta- 
tion and setting up the 
account ; 150 150 150 
Receiving payments 24 36 48 
Conducting and maintaining 
the accounts 180 270 360 
Administration 120 180 240 
474 636 798 
(c) Overheads 
Rents, rates, light, heat, tele- 
phone, transport, main- 
tenance, legal and sundries 192 288 _384 
12 months 18 months 24 months 
d d d 
Summary 
Fixed costs 32.7 32.7 32.7 
Stationery etc. 59.3 88.8 118.4 
Labour costs 474 636 798 
Overheads 192 288 384 
758d 1045d 1333d 
= £3.3.2 = £4.7.22 = £5.11.2 








Reprinted from Hire Purchase in a Free Society (Institute of Economic Affairs, 


published London, 1958). 
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TRADING BANKS’ INVESTMENT IN HIRE PURCHASE COMPANIFS 
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